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The business curve may now be nearing the low 
point of the current recession. To be sure, April saw 
further declines in a number of important business indi- 
cators. Yet the psychology of the country remains 
remarkably strong, with confidence holding firm in 
most areas. And several of the early signs that usually 
precede a leveling have appeared. 


e That the business news has begun to take on a some- 
what more favorable tone is shown by these signs: 


@ Personal Income in April was at a seasonally ad- 
justed annual rate of $343 billion, up $500 million from 
March. Farm Income was 8% above a year earlier. 


@ Retail sales rose almost 2% in April. 
e @ Steel operations appear to have stabilized re- 


cently, with new orders in line with current output. 


@ Industrial common stock prices stood 10% above 
their October low in early May. 


These signs must be viewed against the backdrop of 

developments in the major areas of demand for goods 

r and services. Recent trends and current prospects pre- 

sent a mixed picture, and yet one that is not inconsistent 
with a leveling of business activity. 


Consumer spending, except for autos and other dur- 
able goods, has held up relatively well. Food expendi- 
tures are higher. Sales of many nondurable goods have 
shown virtually no decline. And service outlays have con- 
tinued to increase. 


Auto sales have been running 34% behind a year 
ago. They're now about at the rate of normal scrappage. 


Housing starts rose 8% in April to an annual rate of 
950,000. 


Business investment in new plant and equipment has 

already declined about 10%, or $5 billion, from its peak. 

@ Surveys point to a further decline through the year — but 
i, perhaps at a slower rate. 


Exports are off sharply — by one-fifth in the past year. 


Yet the fact that other nations are now adding to re- 
serves of gold and dollars may point to an end of the 
drop in our overseas sales. 


Government expenditures have increased by an 
annual rate of $1% billion in the past six months. Admin- 
istration spokesmen have estimated that the rate of 
Federal spending may go up $4 billion by year’s end. 
And prospects favor an increase of $2-2% billion in state 
and local expenditures. 


These diverse trends could produce a leveling in 
sales of goods to final users in the months ahead. 
Increases in government purchases and housing can off- 
set declines in plant and equipment, while changes in 
other areas would about balance out. 


If final sales were to level out in this manner, the rate 
of inventory liquidation would slow down before long. 
Surveys of business plans show that a leveling of sales 
will reduce the pressure to cut inventories. 

This can have an important impact on business activ- 
ity. The shift from adding to inventories at a $3 billion 
annual rate to cutting them at a rate of about $8 billion 
currently is responsible for about two-thirds of the de- 
cline in total production. 

We're using up goods at a rate that exceeds current 
production by $8 billion. If we are to narrow that gap, 
orders and production will have to increase. In this 
manner a decline in the rate of inventory cutting can 
stimulate activity even though further declines in the 
absolute amount of goods held in stock are in prospect. 


A leveling off in business activity would not mean 
that a recovery is in sight in the months immediately 
ahead. We still face significant downward adjustments 
in business capital expenditures. 

Nevertheless, an end to the general decline will 
be a most significant development. It will pave the 
way for action on the part of business, labor, consumers 
and government to produce the conditions leading to 
a renewed advance. It will demonstrate once again 
the ability of our economy to absorb necessary adjust- 
ments while generating the forces that make for recovery. 
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TAX REDUCTION NOW? 


The debate over the desirability of 2 tax cut is likely 
to become more heated in the next few weeks. In this 
period Congress must decide whether or not to let the 
temporary Korean War increase im corporate income 
taxes and certain excises expire. This situation provides 
a virtual guarantee that Congress will enact a tax bill 

Should such a tax bill include a general reduction of 
$5.7 billion to check the recession and promote an early 
recovery? Such a question cannot be answered in the 
abstract. An appraisal of the wisdom of a tax cut in- 
volves a judgment as to the merits of four issues: 

1) Is the recession so serious that further large scale 

government action is required to dea] with it? 

2) Would a tax reduction be effective in promoting 

recovery? 

3) Could this cocasion be seized to make certain tax 

reforms needed to encourage long-term growth? 

4) Would a tax cut complicate inflationary problems 

after recovery is achieved? 


The Coase for a Tox Cut 


The proponents of a tax cut answer the first three 
questions in the affirmative, and minimize the impor- 
tance of the fourth. They believe that the decline in 
business investment in new plants and equipment and 
in inventories will place a downward drag on the 
economy. At best, they see an extended period of de- 
pressed production and high-level unemployment — at 
worst, they see a cumulative downward spiral. In this 
view, a tax cut is necessary to halt the decline and pro- 
vide the stimulus needed for recovery. 

It is conceded that not all the increase in spendable 
income provided by a tax cut would, in fact, be spent. 
However, experience after past tax cuts shows that at 
least 80% of the increased income was used to pay for 
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goods and services (as compared with a ratio 
of 94% out of current income). Thus, a $5 billion tax cut 
might yield increased expenditures just about equal to 
the projected decline in business investment in plant 
and equipment in the year ahead. Under such projec- 
tions, a tax cut, plus the increased government expendi- 
tures now scheduled, would provide the push needed 
for recovery. 

It is also argued that, paradoxically, government rev- 
enues might be higher with a tax cut that promoted 
recovery than with current tax rates and a protracted 
recession. In addition, a tax reduction might permit 
some steps towards tax reform and would help establish 
the principle that government should move in a flexible 
manner to combat recessions by cutting taxes and to 
combat inflation by raising taxes. 


The Case Against a Tax Cut 


The opponents of a tax cut deny that such action is 
necessary to cope with the recession and maintain that 
it would add to inflationary pressures once recovery is 
achieved. In their view the evidence of a leveling in 
business activity is now beginning to appear. As neces- 
sary adjustments in inventories, capital expenditures, 
exports and prices are completed, they look for a normal 
cyclical upturn. 

They point to the estimated rise in federal expendi- 
tures to a rate of $80 billion or more by the end of the 
next fiscal year as a factor that will help promote re- 
covery in the short run while adding to the difficulties 
of avoiding inflation in the longer run. 

Without a tax cut, the federal government will run an 
estimated cash deficit of as much as $10 billion in fiscal 
1959. The counter-cyclical impact of this deficit will be 
nearly as great relatively as government action in the 
1949 and 1953-54 recessions. If taxes are cut now, and 
if the cuts are not restored later on, we could face a 
situation of deficit financing in a period of high employ- 
ment —a time when inflation might well be a serious 
problem. 

Moreover, there is a serious question whether a gen- 
eral tax cut instituted under present conditions could 
indeed embody much needed reforms. If it did not, the 
possibility of achieving such reforms at a more favorable 
period would be seriously jeopardized. 

It seems clear that there is no simple answer to the 
question of whether taxes should be cut. Certainly tax 
reform, when it can be achieved, is urgently needed. 
And tax cuts would be in order if current signs of a 
leveling in business prove misleading. 

If, however, business levels out and government expen- 


ditures increase, the revenue produced by the present 


level of taxes would be needed to balance the budget 
and contain inflationary pressures in the recovery period. 
In this pattern of circumstances, a general tax cut would 
not appear to be in the national interest. 
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NUMBER OF FIRMS IN OPERATION AT ALL-TIME PEAK 
IN 1957... 
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BUT INDUSTRY PATTERNS HAVE SHIFTED 
IN THE PAST DECADE 


NUMBER OF FIRMS 
1947 To 1987 


ALL OTHER 


RECORD NUMBER OF BUSINESSES 


The number of businesses currently operating in the 
U.S. is well over 4 million—a record level. Though 
recessions inevitably slow the rate of growth, the total 
over the years has moved more or less in line with the 
increase of population. 

These facts should not be startling, for one of the most 
significant principles of the American economic system 
is the* option and encouragement it gives individuals 
with new ideas and products to engage in private enter- 
prise. Each year hundreds of thousands take advantage 
of this opportunity, and 1958 should be no exception. 


Small Firms Predominate 
But what are the characteristics of these businesses? 


“gp the vast majority of them consist of small enterprises. 


e Roughly three-quarters of all concerns have fewer 
than four employees; 

e And over 99.8% have fewer than 500 — the usual de- 
lineation of “small business.” 


e At the other extreme, the top 1% of the firms furnish” 
roughly three-fifths of all jobs. 


Incidentally, these ratios have held fairly stable during 
the entire postwar era. 


Construction Forges Ahead 


The fastest growing industry in terms of the number 
of firms in operation has been contract construction: 
since 1947 the total has risen by 63%. This tremendous 
increase reflects, in part, the pent-up demands for hous- 
ing created by the depression and World War II. In 
addition, there has been a sharp rise in the construction 
of roads, hospitals, sewers and other building projects. 

In terms of numbers alone, trade is far and away the 
most important single type of enterprise. Wholesalers 
and retailers, taken together, constitute one-half of the 


total business community — and most of these companies 
are run by single proprietors. 

Service companies (those that repair our TV sets, 
mend our shoes and the like) represent the next largest 
category, and are also predominantly small proprietor- 
ships. Although the number of such firms has reached 
a record level, their proportion has declined slightly. 


The other major sector of the economy, manufactur-: 


ing, has actually experienced a slight decline in the 
number of firms in operation since 1947. This behavior 
is explained by the fact that the average size of firms 
in this industry has expanded, for industrial output has 
risen by more than one-fourth during this period. 


Competitive Factors 


The total number of firms in operation and their dis- 
tribution does not tell the entire story, however. The 
moderate even rise of the past decade hides the continu- 
ous churning process by which concerns are started, 
grow, change ownership and are discontinued. 


e From 1947 through mid-1957, for example, a total 
of 3.9 million new firms were organized; 

e During this time, however, 3.2 million discontinued 
operations — an additional 4.2 million changed hands; 
e Consequently, the net increase came to about 700 
thousand, or less than 20% of total new enterprises. 


Clearly, turnover is large, especially among the smaller 
concerns. But it must be remembered that most of our 
large organizations began operations on a small-scale 
basis, and many of them were founded during the pres- 
ent century. 

Starting a small business involves a risk— and prob- 
ably always will. But the fact remains that the lure of 
potential success has encouraged millions of entre- 
preneurs to seek their fulfillment of the American dream. 
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BANK RESERVE POSITIONS EASE... 


600 MILLION DOLLARS 


An aggressively easy monetary policy — designed to 
assure an ample availability of funds to creditworthy 
borrowers — has so far assumed a key role among meas- 
ures to counter the recession. At this juncture, judg- 
ments as to the success of that policy in encouraging an 
early revival of business activity are not possible. But 
the massive release of reserves by the Federal Reserve 
System over recent months has already stimulated an 
unusually rapid increase in the total volume of com- 
mercial bank credit, chiefly through an increase in 
investments. 

As a result, the decline in the money supply that 
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AND BANK CREDIT EXPANDS, DESPITE LOAN DECLINES... 
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SO MONEY SUPPLY INCREASES 
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RECENT BANKING TRENDS 


A Vigorous Response to Credit Ease 


started during the summer of 1957, when monetary 
policy was still intensely restrictive, has been stemmed. 
And the changed credit environment is facilitating 
efforts of business to rebuild its liquidity, thereby help- 
ing to lay the groundwork for a sound economic re- 
covery. 


Loans Decline, But Investments Rise 


Reduced levels of business activity usually are accom- 
panied by a decline in demands for commercial bank 
loans. The current recession is no exception. Thus, the 
volume of commercial loans at weekly reporting member 
banks had dropped by $2.1 billion from year-end to late 
April, even though the cost of such credit has been 
appreciably reduced. 

Nevertheless, the total earnings assets of the reporting 
banks rose by over $3.5 billion during the first four 
months of 1958—a period of the year when seasonal 
declines can usually be expected. 


e Net purchases of Government securities amounted 
to $4.1 billion —a sizeable proportion of the purchases 
consisted of intermediate and long-term bonds. 


e Other investments, mostly obligations of state and 
local governments, increased by over $1.0 billion. 


e Loans for the purpose of purchasing or carrying 
securities rose by nearly $450 million. 


Altogether, the reporting banks, directly or indirectly, 
provided funds for the purchase of over $5.6 billion of 
securities between December and April. Not even in 
1954, when credit policy had also been eased in response 
to a business recession, had reporting banks increased 


their investments during the first four months of the 


year. The contrast with the three most recent years, 
when banks liquidated from $0.5 to $2.7 billion of securi- 
ties in order to meet strong loan demands, is even more 
striking. 

One by-product of recent trends has been a decline in 
the ratio of loans to deposits, a key measure of bank 
liquidity. By the end of April, loans of the reporting 
banks had been reduced to 55% of their deposits. That 
was still high by the standards of most post-war years, 
but significantly below the 60% reached in mid-1957. 


Bank Credit Bolsters Bond Markets 


Aggressive commercial bank investment policies have 
been a powerful force behind the recent strength in the 
bond market. 


e Long-term interest rates have been driven to the 
lowest levels in about two years. 


e The buoyancy of the market, in turn, has encouraged 
a number of corporations to fund short-term debt or 


400 Y 

Y Y 
Y Y Y 
GY Y Y 

YA CA 

~400 
NET 
; 
-600 

. . . 

2 

0 INCREASE 
| 
INVESTMENTS 

J J A N D J F A 
ANNUAL RATE 25 
136 20 
= ~ E a 

190 i r 5 
TURNOVER 

128 

1957 1958 

DATA: FEDERAL RESERVE Board 

Sey 


to otherwise strengthen their working capital posi- 
tions by means of new bond offerings. 


e In other instances, local governments have been 
able to go ahead with previously deferred programs 
for financing capital expenditures. 


Partly for those reasons, the bond market has been 
called upon to absorb new corporate and municipal 
financing in record amounts. The total for the first four 
months of the year reached $6.5 billion dollars. And on 
top of those demands, the Treasury was able to sell $7.1 
billion of new bonds, including the first issue since 1955 
of more than 20 years maturity. Developments in short- 
term markets have been equally dramatic. 


To some extent, the ability of money markets to 
absorb an increased supply at sharply reduced rates 
has itself contributed to the decline in commercial loans 
at banks. Possibly as much as one-half of the loan de- 
cline, for instance, reflects shifts by sales finance com- 
panies, commodity dealers or other firms to commercial 
paper or bankers’ acceptances. In other cases, bond offer- 
ings have been for the purpose of repaying bank loans. 

Thus, the shifting composition of commercial bank 
portfolios has been partly a reflection of changes in the 
form of credit demands, rather than of changes in the 
ultimate uses of credit. But more importantly, the over- 
all rise in bank earning assets, with its easing effects 
transmitted to all sectors of the credit market, has estab- 
lished a financial environment favorable to investment. 


Money Supply Turns Higher 


One perennial question about monetary developments 
concerns the impact which changes in the money supply 
may exercise on the general level of business activity. 
At one extreme is the view that a direct and causal link 
exists between the size of cash balances and spending 
decisions — that an increase in the total money supply, 
given sufficient time, will in itself stimulate a business 
expansion. Many other observers attach much less sig- 
nificance to this factor. But nearly all would agree that 
a rising money supply, by enhancing the basic liquidity 
of the economy, can help to lay the basis for recovery. 

In August 1957, roughly at the crest of business activ- 
ity, the money supply (after seasonal adjustment) began 
to turn lower. By January of this year the decline had 
amounted to $3.9 billion, or 2.9%, roughly paralleling the 
fall in economic activity. 

During more recent months, however, the money 
supply has again begun to move upwards. The reversal of 
the downward trend is related to the rapid expansion of 
bank credit, since the banking system as a whole acquires 
assets primarily by increasing its deposit liabilities. 


Bank Reserves in Ample Supply 


The surge in bank assets and deposits has, of course, 
been a response to the action of the monetary authorities 
in easing reserve positions. During the early part of a 
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year, seasonal factors ordinarily impel the Federal Re- 
serve to absorb a large volume of reserves from the mar- 
ket to avert undue ease. But during the first four months 
of this year, the authorities, on balance, released approxi- 
mately $1 billion of reserves. This was accomplished 
largely by reducing the percentage of deposits that mem- 


ber banks must hold as reserves. 


That release of funds has supported the deposits re- 
sulting from the expansion of commercial bank assets. 
And, at the same time, member banks have been able to 
reduce their borrowings from the Federal Reserve to the 
lowest levels since 1954. Free reserves, a measure of the 
net volume of surplus funds in the banking system, have 
mounted to about $600 million, as compared to prac- 
tically zero at the turn of the year. As recently as last 
October, the net indebtedness of member banks to the 
Federal Reserve was running above $500 million. 


Until definite signs of a business recovery appear, the 
Federal Reserve will undoubtedly act to keep reserve 
positions comfortable. Under those conditions, further 
sharp increases in the level of commercial bank invest- 
ments and deposits seem probable, particularly since a 
huge Treasury deficit in prospect for the latter part of 


this year assures a further heavy supply of securities 


suitable for bank investments. 
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FOREIGN TRADE 


The decline in exports has had an important impact 
on the economy in the past year. Exports reached a rec- 
ord peak at an annual rate of $20.2 billion in the first 
quarter of 1957. By the first quarter of this year they had 
dropped to a rate of $15.8 billion—a decline of $4.4 
billion or 20%. That’s a larger decrease than has occurred 
to date in new plant and equipment purchases. 


Importance of Exports 


That the lag in exports is important is shown by the 
fact that some 4% million American workers gain their 
livelihood from foreign trade. This comes to 7% of the 
labor force. The statistics are even more striking in the 
case of a number of our important industries. To cite 
only three examples: almost half of our tractors go over- 
seas, so do a third of our locomotives and one-seventh 
of our machine tools. 

Consequently, it is important to review trends in our 
foreign trade in assessing prospects for business in gen- 
eral. What explains the drop in overseas sales? Is it 
likely to continue? 

Perhaps the major explanation for the downtrend in 
our exports is to be found in the tapering off of the 
world-wide upsurge in capital investment. Most free 
world nations experienced a rapid growth in production 
and investment in the 1953-57 period. For instance, 
Western Europe’s industrial output rose almost one-third 
between 1953 and 1957. 

To help meet burgeoning demands for capital goods, 
raw materials and other products most nations increased 
their purchases from the U.S. As a result, our exports 
soared 60% between 1953 and 1957. Dollar receipts on 
the part of other nations did not match this rise. Thus, 
other nations had to draw on gold and dollar reserves 
at an annual rate of $700 million in the first nine months 
of last year to finance the high level of their purchases 
from the U.S. Such a drain on reserves could not last 
long and, in fact, such nations as the U.K., Belgium and 
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Japan took steps late last year to cut imports and restore 
a surplus on overseas account. 

Meanwhile, the rate of advance in domestic produc- 
tion and investment in many free world nations was 
slowing down. For the most part this reflected the neces- 
sity for consolidation after the rapid advance of prior 
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years. Thus, a decline in basic demand for U.S. prod- 
ucts went hand-in-hand with the reappearance of the 
“dollar gap.” 

As a result, most U.S. exporters have seen both ship- 
ments and orders decline in recent months. Up to now 
the major declines in export shipments have been in 
petroleum products, cotton, wheat, scrap metals, steel, 
refined copper and coal. However, trends in new orders 
suggest that some decline in exports of machinery and 
vehicles lies ahead. 


Further Adjustments 


The adjustments that have taken place to date in our 
exports have been large enough to reverse the over-all 
flow of gold and dollars. The rest of the world has been 
adding to its reserves at a rate of nearly $2 billion a 
year in recent months. This readjustment is a definite 
plus factor in the general outlook for U.S. exports. 

However, it does not point to any immediate upturn 
in our overseas sales. In the first place, a number of 
nations are still running deficits in their transactions with 
the U.S.— Brazil, France, India and Spain are among 
the major nations that may have to cut purchases from 
the U.S. Other nations may wish to rebuild their re- 
serves before buying more from us. And demand for 
many of our exports is likely to lag until general eco- 
nomic growth in the free world resumes. 
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THE MIDDLE INCOME MARKET 
Will Long-Term Growth Resume? 


One of the significant features of the recession has 
been the sharp decline in auto sales and the lag in other 
consumer durables. This experience has raised the ques- 
tion as to whether the middle income market is really as 
broad and deep as many businessmen have assumed. 

Only time will provide the full answer. Yet recent 
estimates by the Commerce Department of shifts in the 
pattern of income distribution from 1947 to 1957 help 
fill in part of the picture. They provide perspective on 
the long-term trends in the purchasing power available 
to various income groups. 

A review of such trends is especially pertinent at a 
time when the news features the declining sales asso- 
ciated with a recession. 


Broadening Income Pattern 


y Two of the clearest long-term trends in our economy 
‘Daave been: 1) the rise in average family income; and 
2) the concentration of this growth in the middle income 
( $4,000 to $8,000) brackets. In recent decades, average 
family income (after taxes and adjustment for changing 
prices) has increased at an average annual rate of 14%. 
From 1947 to 1957 the average growth was 1%% per 
annum. 

Of greater significance, however, have been the shifts 
in the shares of income flowing to different groups. The 


\ broad picture shows continuing long-term declines in the 
_ shares of groups at the top and bottom end of the scale 


— and a striking growth in the middle. 


Decline at the Top 


Back in 1929, for example, 34% of income after taxes 
went to the top 5% of the population. By the end of 


(World War II that share had fallen to 18% and has held 
“steady since then. This shift has been termed “one of 


the most far-reaching social revolutions in history.” 

Clearly, some disparity still exists, yet it would seem 
to be an essential feature of our economic system of in- 
centives that a differential remain. Rather than continue 
to transfer income from upper to lower, it would seem 
more meaningful to focus on raising overall productivity 
so that those at the bottom of the income scale could 
move upward in a positive manner. 

And this is essentially what has been happening. Since 
1947, the amount of after-tax income flowing to the aver- 
age family has risen by 20 percent in constant dollars. 
But the key feature of this growth has been the shift in 
the pattern of distribution—a shift which has been 
steadily increasing the ranks of the middle-income group. 


e In 1947, the proportion of families in the middle- 
e income bracket stood at 37 percent; 


e By 1957, however, this group had grown to 43 per- 
cent of the total. At the same time, the percentage of 
lower income earners declined. 


The significant fact is that there has been no sign of 
any diminution in the long-term growth trend of the 
middle income market. And, on the contrary, that trend 
accelerated in the 1947-1957 period. 


Widening Markets 


Consequently, the evidence would appear to support 
the thesis that the vast middle income market will con- 
tinue to broaden and deepen in the years ahead. That 
trend poses both an opportunity and a challenge to 
marketing men. It places even greater emphasis on 
tailoring production and distribution to the growing — 
and shifting — needs and desires of our population. 
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Field day 
for 


farm machinery 


Here a whole county turns out to 
watch major manufacturers compete 
on wheels. While the furrows turn 
and the windrows gather, sharp eyes 
study on tomorrow’s best buy. 

Here the American farmer sees how 
to do more with less muscle. And 
after seeing the machines compete, 
he’s free to choose among them. 

A good part of this freedom of 
choice is traceable to commercial 
banks. 

Money, credit and financial serv- 
ices from commercial banks help 
competing tractor and implement 
manufacturers from drawing board 
to delivery . . .make a wider selection 
of farm machinery possible. And very 
often it’s a bank loan that helps the 
farmer buy a machine ahead of har- 


vest and put it to work in season. 

The Chase Manhattan Bank of 
New York, a leading lender to Ameri- 
can industry, is proud to be part of 
this commercial banking system that 
believes in competition and puts 
money on the line to contribute to a 
better way of life for the farmer and 
every other American. 
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